The Internal Revenue Code of 1954
and Health Programs

By SELMA MUSHKIN, M.A.

F SPECIAL INTEREST to public
health personnel are changes in the new
Internal Revenue Code of 1954 providing addi-
tional tax relief for those who become ill and
incur large medical bills. Also of interest are
provisions affecting health manpower, train-
ing, and research.
The new revenue code was designed primarily
to remove inequities, clarify tax law, and bring
the provisions of the taxing statutes in line

with current economic developments. Al-

though the new tax act involved a tax reducticn
of $1.4 billion, it was designed as a reform and
not a tax reduction measure.

Sick Leave Pay and Medical Costs

Two provisions of the Internal Revenue Code
of 1954 are especially notable for their poten-
tial impact on health programs and voluntary
health insurance. These provisions relate to
sick leave pay or temporary disability benefits
and the tax deduction allowed for medical
expenses.

E'mployer Sickness Benefit Plans

In the last decade employer participation in
employee health and welfare plans has ex-
panded considerably. A combination of fac-
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tors has stimulated employer interest in health
plans. Increased recognition of such plans as
an integral part of the labor-management pro-
grams, union emphasis on this form of protec-
tion in collective bargaining, the exemption of
these plan benefits from restrictions of the wage
stabilization program, and the indirect incen-
tive of the excess profits tax have all contrib-
uted to this growth.

It has been estimated that employer contribu-
tions toward pension, health, and welfare plans
reached $5 billion in 1953 (Z) and that employer
contributions for health insurance plans alone
exceeded $750 million (2).

Considerable uncertainty developed under
the earlier revenue laws concerning the tax
liability of employer contributions toward sick-
ness and health insurance of their employees.
For some time before the enactment of the-code
of 1954, changes in Internal Revenue Service
regulations were under discussion to clarify the
employees’ tax liability for these health and
sickness insurance premiums. The new code
specifies that premiums and contributions paid
by employers under a plan to finance sickness
and accident benefits are not currently taxed as
employee income. Furthermore, employer pay-
ments and premiums to reimburse an employee
for expenses incurred for the medical care of
the employee, his spouse, and dependents are
tax exempt, provided the employee does not
claim a medical expense deduction for such ex-

- penses under his individual income tax.

Uncertainty also developed concerning the
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taxability of sickness benefits received by em-
ployees under plans operated by their em-
ployers (3). In general, amounts received as
accident or cash sickness benefits were excluded
from gross income under the earlier statutes
and regulations, if the benefits were paid under
an insurance contract. Benefits financed by
an employer under a self-insured plan or a wage
continuation plan were taxable. In the words
of the Ways and Means Committee of the House
of Representatives: “Very troublesome legal
and administrative problems have arisen in de-
termining whether particular plans, especially
self-insured plans, which are financed by em-
ployers without the use of a carrier or insurance
company, constitute insurance for purposes of
the exemption” (4).

Although employer sickness benefit plans (in-
cluding sick leave provisions for government
employees) go back many years, provision of
cash sickness benefits was stimulated consid-
_erably by the enactment of State temporary
disability benefit laws, the Federal railroad
cash sickness benefit provisions, and by collec-
tive bargaining agreements. Rhode Island
adopted the first State temporary disability
program in 1942. California, New Jersey, and
New York also have enacted temporary dis-
ability statutes. In these three States, unlike
Rhode Island, the benefits may be paid either
from a State fund or under a private plan which
conforms with State law. An approved pri-
vate plan in these three States may be set up
either in the form of a contract with an insur-
ance carrier or on a self-insurance basis satis-
factory to the States (5).

In 1958, cash sickness benefits under State
law totaled $231.8 million. Of this total some
$140 million was paid out through private
plans, including about 8-10 percent which was
paid out under self-insured plans. It has been
estimated, furthermore, that in 1953 approxi-
mately $975 million was paid in premiums for
private insurance against loss of income during
sickness, and the benefits paid out under this
insurance amounted to about 60 percent of the
premiums, or $600 million (6). While there
are no adequate current data on employer par-
ticipation in the payment of these premiums,
it has been estimated that employers are fi-
nancing about 45 percent of the premiums paid.
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In general, the new revenue code narrows
the exemptions of these sickness benefits from
taxable income by imposing a limitation on the
maximum amount of sickness payments fi-
nanced by employers which may be excluded
from income. In testifying on the new revenue
code, for example, Marion B. Folsom, Under
Secretary of the Treasury, stated: “When the
present law was put into effect giving tax ex-

_emption status to sick benefit payments under

insured plans, very few insurance companies
would write policies providing more than $50
or $75 a week benefits. But, in recent years
they have cut off the maximum and now some
of these insured plans provide almost unlimited
benefits when people are out sick, for execu-
tives, as well as the rank and file. Under the
present law, that is all tax exempt. Under our
proposal, we would put a ceiling of $100 a
week on tax exemptions of any sick benefit
plan” (7).

The new code clearly excludes from gross
income the benefits an employee receives under
a workmen’s compensation act for sickness or
accident incurred in the course of employment.
It also excludes compensation paid under a
workmen’s compensation act to the survivors of
a deceased employee. Similarly, damages re-
ceived on account of personal injury or sickness
(whether by suit or agreement) are clearly ex-
cluded. Full exemption is also granted for
payments received for the permanent loss or
loss of use of a member or function of the body
or the permanent disfigurement of the em-
ployee, his spouse, or dependent provided such
payments are not a continuation of wages for
the period an employee is absent from work (8).

Payments received by an employee under an
accident or cash sickness plan for wage loss
resulting from illness or injury are exempt up
to a weekly rate of $100. However, such pay-
ments received during the first 7 days of illness
are exempted from taxation only if the em-
ployee is hospitalized for at least one day dur-
ing the period of illness. When the absence is
caused by injury or accldent there is no waiting
period.

The exclusion from income, while narrowed
for those receiving benefits under plans carried
by insurance companies, is broadened to in-
clude payments under a self-insured plan and
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amounts received as wages or in lieu of wages
during a period of sickness. These payments,
previously taxable, are now exempt within the
$100 weekly maximum to the extent they are
employer financed. In general, the provisions
of the new code follow the practices of many
commercial insurance policies in length of wait-
ing periods, in differentiating between hos-
pitalized illnesses and other illnesses, and in
distinguishing between accidental and other
disabilities. The new tax provisions add an-
other incentive to hospitalization and raise
many complex problems similar to those in-
volved in the administration of sickness benefit
payments. :

A notice of proposed regulations under the
accident and sickness benefit provisions of the
new code was released in the Federal Register
on March 24,1955. These regulations set forth
rules for determining the amount of benefits
attributable to employer contributions in cases
in which contributory and noncontributory
plans are combined. They clarify the basis of
differentiating payments which are related to a
period of work absence from other disability
benefits. The regulations also spell out the
rules for determining the proportion of wages
which may be excluded under wage continua-
tion plans, by defining both the basis for de-
termining the weekly rate of pay and the period
during which income attributable to illness may
be excluded.

If the amount of wages or benefits received
does not exceed $100 a week, the full amount
of the payment after the waiting period may
be excluded from gross income without regard
to the number of additional days of absence
from work. If the wages exceed $100 a week,
the payment during the period of illness is pro-
rated in proportion to the $100 weekly maxi-
mum. For example, an employee earns $120
a week. He is ill for the waiting period and
an additional 3 days. He receives a total of
$192 during the period of illness. The $120
pay for the first week would be counted as in-
come. Sixty dollars of the additional $72 in
wages received for the 3 days of additional ab-
sence would be excluded from the employee’s
gross income. In other words, the exclusion
would be in the ratio that the $100 maximum is
to the weekly wage of $120.
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Among the various problems of definition and
interpretation in the new tax provisions is that
of the definition of illness. The Internal Rev-
enue Service under a recent ruling, for example,
has determined that “paymerts received for a
period of absence due solely to pregnancy may
not be excluded from gross income. Pay for
time missed for actual sickness during a preg-
nancy whether or not a result of the pregnancy,
however, would be an exempt income amount.”

It may be of interest to note that a provision
of the new revenue code is especially addressed
to the problem of equalizing the tax treatment -
of retirement pay on account of service-con-
nected disabilities of the commissioned officers
of the Public Health Service and of the Coast
and Geodetic Survey with those of members
of the armed services. For all these groups
such payments are exempted from taxable
income.

Medical Expense Deductions

A deduction for medical care expenses in ex-
cess of 5 percent of income was first introduced
in 1942 along with the wartime increases in in-
dividual income taxes and reductions in per-
sonal exemptions. The Senate Finance Com-
mittee, in approving the deduction in that year,

_reported that “This allowance is recommended

in consideration of the heavy tax burden that
must be borne by individuals during the exist-
ing emergency and of the desirability of main-
taining the present high level of public health
and morale” (9). The deduction was modified
by subsequent revenue acts. In 1944, the lower
limit was changed from 5 percent of net income
to 5 percent of adjusted gross income, that is,
income before exemptions and allowed nonbusi-
ness deductions. Other revenue acts raised the
maximum amount of the deduction. A signifi-
cant change was made by the Revenue Act of
1951 which permitted taxpayers 65 years of age
and over to deduct medical expenses for them-
selves and their spouses without regard to the
5 percent of income minimum.

The new code makes three major changes in
the medical care expense deduction. It allows
deduction of medical expenses in excess of 3 per-
cent instead of 5 percent of adjusted gross in-
come. It limits the amount of drugs and medi-
cine which may be included in medical care
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Table 1.

such deductions, 1950

Number of taxable income tax returns w ith medical and dental deductions and amount of

Medical and dental deductions plus
Number Adjusted Medical 5 percent of adjusted gross income
: < of tax gross income | and dental
Adjusted gross income classes returns repo deductions Percont of Average
(thousands) (millions) (millions) Amount < agt
(millions) adjusted amoun
gross income | per return

4,138 $17, 766 $1, 260 $2, 148 12.1 $519

40 36 4 6 16. 7 150

416 664 75 108 16. 3 260
818 2, 068 191 294 14. 2 359 -

1,113 3, 890 295 489 12. 6 439

798 3, 551 236 414 11. 7 519

656 3, 786 233 422 11. 1 643

170 l 372 97 166 12,1 976

70 835 57 99 11. 9 1,414

37 697 41 76 10. 9 2, 054

16 547 24 51 9.3 3, 188

3 222 6 17 7.7 5, 667

1 97 1 6 6.2 , 000

Source: Data from the Internal Revenue Service.

expenses to sums in excess of 1 percent of
income.

For example, a family with an adjusted gross
income of $5,000 may deduct medical expenses
above $150 instead of the amount in excess of
$250 previously allowed. However, this family
can include in the deduction only the amount
above $50 that they paid for drugs and medi-
cine. The maximum allowable deduction for
medical expenses is increased from $1,250 to
$2,500 per exemption. The overall limit per tax
return for a married couple filing a joint re-
turn or a head of a household has been in-
creased from $5,000 to $10,000. For a single
~_person filing a return or married persons filing
- separately the maximum limit is raised from
$2,500 to $5,000.

Other changes in the medical care deductions
are also made by the new code. A new provi-
sion allows the expenses of a last illness to be
deducted on the final return of a decedent, even
if the expenses are paid after death. The defi-
nition, of medical expenses is clarified by pro-
viding for the deduction of amounts paid for
accident or health insurance and transportation
expenses for travel prescribed for health rea-
sons. Expenses for food and lodging during
such travel are not deductible. )

The Department of the Treasury at the time
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of the hearings on the new revenue act esti-
mated that about 8.5 million taxpayers would
receive additional tax relief as-a consequence
of the changes in the medical care deductions
and that the net cost to the Government in the
form of tax loss would be about $80 million.
In assessing the importance of the change in
the medical care deduction provision, it is im-
portant to take account of the population
represented on tax returns and the extent to
“which even large medical care bills fall within
the limits of the so-called standard deduction
option provided for all taxpayers (10,11). An
estimated 55 to 60 million tax returns were filed
for the 1954 income year—80-85 percent esti-
mated as taxable. The population represented
on taxable returns has been estimated at be-
tween 65 and 70 percent of the total population.
Those not taxable include, among others, per-
sons drawing on their capital and assets for
current living expenses, those with income less
than $600 per person supported by the family
head, and those receiving a large portion of
their income from nontaxable sources such as
public payments and contributory annuities.

Even among the taxpaying group, however,

a standard deduction is used far more fre-
quently than are itemized deductions. The
standard deduction, written into tax laws to
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simplify administration, authorizes an average

amount of deduction for all taxpayers for the
deductible items of expenses—such as charitable
contributions, property taxes, interest on in-
debtedness, and medical expenses. The stand-
ard deduction amounts to 10 percent of adjusted
gross income, up to $1,000 ($500 for spouses fil-
ing separate returns). Accordingly, those with
no deductions other than medical care costs—
even costs amounting to as much as 15 percent
of income—would tend, because of the greater
simplicity, to use a standard deduction. De-
spite this fact, in 1950, the last year for which
complete tabulated data are available, some 4
million taxpayers itemized their medical care
deductions. In the aggregate, medical ex-
penses of these taxpayers exceeded $2 billion,
or over $500 per tax return. The amount of
‘medical and dental deductions totaled $1.3 bil-
lion (table 1). Almost half of the approxi-
mately 8.5 million taxpayers who itemized their
deductions, instead of claiming a standard de-
duction, reported medical expenses in excess of
5 percent of income (table 2). The variation
in the amount of average medical care expenses
per return by income group and the percent of
income spent for medical care are shown in
~tables 1 and 2. Table 38 indicates the proper-
tion of total returns whether taxable or not

which reported medical and dental deductions
for that year and the amount of these deduc-
tions by income groups.

The data derived in the operation of the rev-
enue act may be compared with data available
on the distribution of medical care costs for all
families in the population. The Health Infor-
mation Foundation, for example, in its recent
study of voluntary health insurance and con-
sumer expenditures for personal health services
in the period 1952-53, found that 7 percent of
all families—approximately 8.5 million—in-
curred medical care expenses in excess of $495.
Approximately 1 million families incurred
medical care expenses equalling or exceeding
one-half of their annual incomes, ‘and about
500,000 families incurred medical expehses
equalling or exceeding their annual income
(12).

The national bill for medical care expenses
in 1953 was approximately $10 billion, or about
4 percent of personal income after taxes. The
total by class of service as estimated by the
Social Security Administration is shown in
table 4.

During the course of the hearings on the
change in the medical care expense deductions
much testimony was offered on the need for
special tax provision to give taxpayers incen-

Table 2. Taxable returns with itemized deductions, all types of deduchons and deductions for
medical and dental expense, 1950

?:ﬁ?xdﬁg::tggg Returns with medical expense deduction
Adjusted income ) Percent
(Number | Feentall | Number | Porcental | itcniied
thousands ousands; axable
. returns returns returns
Total ___________________________ 8, 724 22. 85 4, 138 10. 84 47. 43
77 4. 90 40 2. 55 51. 95
710 11. 84 416 6. 94 58. 59
1, 443 16. 55 818 9. 38 56. 69
2, 082 24. 02 1,113 12. 84 53. 46
1, 653 28. 80 798 13. 90 48. 28
1, 556 34.21 656 14. 42 42. 16
488 31. 16 170 10. 86 34. 84
257 37. 85 7 10. 31 27. 24
220 55. 56 37 9. 34 16. 82
163 74. 09 16 7.27 9. 82
56 88. 89 3 4.76 5. 36
19 95. 00 1 5. 00 5. 26

Source: Data from the Internal Revenue Service.
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Table 3. Number and percent of income tax returns with medical and dental deductions, and
amount of such deductions compared with adjusted gross income, by income class, 1950

Number of individual Returns with medical and
tax returns dental deductions 2
With medical and Adjusted Medical and dental
Adjusted gross income dental deductions gross]inc ome deductions
classes ! Total reported on
(thou- returns with Percent of
sands) Number | percent of | ,Medical Amount ¢ adjusted
(thou- total 3 deductions (millions) gross
sands) (millions) income *#
Total . ____________________ 53, 060 4, 859 9.2 5 $19, 397 $1, 560 8.0
No adjusted gross income_________ 404 1.9 6 32 4 12. 8
Under $1,0007___________________ 7, 362 1.7 98 27 27.6
$1,000-$1,999___________________. 10, 550 6.1 1, 006 159 15. 8
$2,000-$2,999__ - ___________ 11, 429 1, 040 9.1 2, 613 280 10. 7
$3,000-$3,999___ _________________ 9, 837 1, 238 12. 6 4, 319 353 8.2
$4,000-%4,999____________________ 5, 985 14. 3 3, 834 278 7.3
$5,000-%$6,999____________________ 4, 549 14. 4 3, 786 233 6. 2
$7,000-%$9,999_______ . ____________ 1, 566 10. 8 1,372 97 7.1
$10,000-$14,999_________________. 679 10. 2 835 57 6.8
$15,000-$24,999__________________ 396 9.4 697 41 5.8
$25,000-$49,999____ ______________ 220 7.5 547 24 4.3
$50,000-$99,999___ . _____________._ 63 5.4 223 6 2.8
$100,000 and over- - - ____________ 20 3.1 97 1 1.4

1 Adjusted gross income means gross income minus allowable trade and business deductions, expenses of travel
and lodging in connection with employment, reimbursed expenses in connection with employment, deductions

attributable to rents and royalties,

certain deductions of life tenants and income beneficiaries of property held in

trust, and allowable losses from sales or exchanges of property. Should these allowable deductions exceed the gross

income, there is an adjusted gross deficit.

The adjusted gross income classes are based on the amount of adjusted

gross income, except that returns with adjusted gross deficit are designated ‘‘no adjusted gross income’’ without

regard to the amount.

2 Medical and dental expenses, reported on returns with itemized deductions, paid for the care of the taxpayer,
his spouse, or dependents, not compensated by insurance or otherwise, which exceed 5 percent of the adjusted gross

income.

The deduction in 1950 could not exceed $1,250 multiplied by the number of exemptions other than those

for age and blindness with a maximum deduction of $2,500, except on a joint return of husband and wife the maximum

was $5,000.

3 Percentages based on unrounded numbers of tax returns and dollar amounts in thousands.

4 Reported on returns with medical deductions.
percent of adjusted gross income.

5 Adjusted gross income less adjusted gross deficit.

¢ Adjusted gross deficit.

7 Persons with gross incomes below $600 are not required to file returns.

Does not include nondeductible medical expenses equal to 5

However, many such persons do file

returns, chiefly for the purpose of claiming refunds of tax prepayments; and those returns are included in the

tabulation.
Source: Data from the Internal Revenue Service.

tives for purchasing voluntary health insurance
protection against large medical bills. At
present, premiums paid for voluntary health in-
surance may be included as a medical care ex-
pense, but there is no special tax incentive for
the purchase of this protection.

The American Hospital Association, through
its Council on Government Relations, made
known its view at the time of the hearings on
the new revenue act. In a letter to the chair-
man of the Ways and Means Committee these
views were stated as follows: “Hospitals recog-
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nize that many hospital and medical expenses
that impose severe financial burdens upon fami-
lies and individuals are not deductible because
they do not exceed 5 percent of income. Where
an extensive illness occurs, it often seems that
the maximum of $1,250 hurts most the people
who most need this help. Butthe problem can-
not be solved by removing all limits. There are
some economic implications in any complete re-
moval of limitations which ought to be ex-
plored by the committee. As limits are lowered,
there will be more deductions claimed and there
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may need to be closer scrutiny of the nature
and propriety of these deductions. Not all
minor medical expenses are a handicap to in-
come earning, and there is much to be said for
limiting this form of relief to catastrophic situ-
ations, where these can be defined. . . . The
American Hospital Association would generally
favor (1) allowing the cost of voluntary health
insurance to be deducted from taxable income
without regard to fixed minimum percentage of
ineome, and (2) some liberalization in medical
expense deductions” (13a).

Health Manpower, Training and Research

The new revenue code contains a number of
provisions affecting training and research ex-
penditures. Among these provisions are the
broadened definition of dependents, the clarifi-
cation of the tax status of scholarships and fel-
lowships, the liberalized deductions for contri-
butions to hospitals and educational institu-
tions, and special deductions for care of
dependents.

Definition of Dependents

Although the Congress rejected proposals for
tax deductions for higher education expenses,
the new revenue code gives some recognition

Table 4. Private expenditures for medical care,
) 1950 and 1953*

[In millions]

Item 1950 1953
Total_______ oo | 88,117 | $9, 866
Hospital services.________________ 2,121 2, 825
Physicians’ services_ . ____________ 2, 467 2, 859
Dentists’ services_ _______________ 869 943
Other professional services__._____ 476 . 562

Medicine and appliances__-_______

1,885 2,192
Administrative and other net costs

of medical care insurance._ . ___ 299 485
Insurance for hospital services__ _ 189 284
Insurance for physicians’ services_ 110 201

1 Based on data from Department of Commerce, 1954
National Income Supplement to Survey of Current
Business. Excludes public expenditures for medical
care and direct expenditures for nonhospital services by
philanthropic organizations. Includes industrial ex-
penditures for health insurance.

Source: Voluntary insurance against sickness;

1948-53 estimates. Social Security Bulletin 17: 5,
December 1954.
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to the costs to parents of financing students
through long periods of academic training and
to the current levels of even sporadic earnings
of full-time students. The American Council
on Education, in testifying before the Ways
and Means Committee, described the problems
imposed by the earlier revenue provisions as
follows: “It means that hundreds of thousands

“of students spend a considerable portion of their

free time in enforced idleness. It places heavy
financial burdens on their parents at a time
when they can least afford to meet them. It
makes it impossible for many poor, but worthy
students, to attend institutions of higher learn-
ing because of the monetary limitation” (13b).

Before the enactment of the code of 1954, a
$600 exemption was granted a taxpayer for a
dependent if the dependent had a gross income
of less than $600 a year. The new revenue act
liberalizes this provision by permitting chil-
dren to be counted as dependents for purposes
of exemptions even though they earn income in
excess of $600 a year. The children for whom
an exemption may be claimed must be under the
age of 19 or full-time students at an educational
institution. Moreover in determining whether
an exemption may be claimed for a child—that
is in determining whether the taxpayer pro-
vides half or more of the support of the child—
the new code permits any scholarships received
for study at an educational institution to be ig-
nored in applying the support test.

The problem of dependency credits for stu-
dents attending medical or dental schools is es-
pecially significant because of the extended pe-
riod and high cost of training and the propor-
tion of students who work. Counts and Stal-
naker, in a recent study on the cost of attending
medical school, point out that, on the average,
students spend $1,500 a year in addition to tui-
tion and fees. Tuition at the schools included in
their special study averaged (median value)
$800, making the total cost for a student year
about $2,300—or a total cost of $9,200 for the
completion of 4 years of medical training.
Counts and Stalnaker found in their question-
naire survey of 6,251 medical students from 26
selected medical schools that parents were the
most important source of income for the major-
ity of students. Approximately 59 percent of
the students financed their way by help (other
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than loans) from parents. The median amount
of income from parents was $1,300 (14).

About 3 out of each 4 students reported in-
come from vacation earnings, the median
amount being $550. In addition, about one-
fourth of the students were employed other
than during vacations and received cash pay-
menis for their work. A few of the students
received services such as board, room, or laun-
dry. Although some of the students were em-
ployed at the university where they were at-
tending medical school, the majority had jobs
outside the medical school. The median
amount of earnings—other than vacation earn-
ings—was $450.

Parents of medical or dental students who
are providing half or more of the support of
their children will now be permitted to claim
the student for purposes of personal exemption
even though he earns more than $600 a year.
Although the student would be required to file
a return, he could also ‘claim a personal exemp-
tion of $600. At the lowest income tax bracket,
this change would mean a tax sa.vmg to the par-
ent of $120 a year. The reported income for
parents in the study just cited averaged approx-
mabely $7,000, which might make the average
tax saving somewhat higher (74).

Scholarships and Fellowships

Under earlier tax law there was no special
provision regarding the treatment of scholar-
ships and fellowships. The basic ruling of the
Internal Revenue Service stated that the
amount of a grant or fellowship was includible
in gross income unless it could be established to
be a gift. The ruling created considerable
ambiguity.

The 1954 revenue bill adopted by the House
of Representatives excluded scholarships or
Federal grants from gross income, but severely
limited the types of grants which could be ex-
cluded. For example, the House bill specified
that postdoctoral fellowships and scholarships
could be excluded only if the annual amount of
the g'rant, plus any compensation received from
a previous employer, was less than 75 percent
of the recipient’s earnings in the year preceding
the grant.

The American Cancer Society, through its

executive vice president, testified that under
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earlier law their fellowship stipends were ruled
by the Internal Revenue Service to be gifts.
Although they were not taxable earlier, under
the bill as passed by the House the stipends
granted by the American Cancer Society would
have become taxable because the minimum
grants were usually more than 75 percent of the
prefellowship earnings. The Senate commit-
tee, to take account of the problems raised,
adopted an exclusion of $300 per month of post-
doctoral grants as a substitute for the 75 percent
rule in the House bill.

The new revenue code excludes scholarship
and fellowship grants from gross income with
certain limitations. The exclusion extends to
the value of services and accommodations, such
as room, board, and laundry, which are received
as part of the grant. It also extends to the
amount received for travel, research, clinical
assistants, or equipment to the extent that the
sums are spent for these purposes.

The exclusion of grants to candidates for
degrees does not apply to that portion of any
amount received which represents payment for
teachmg research, or other services in the
nature of part-time employment required as a
condition for receiving the grant. However,
services required for all candidates for a par-
ticular degree are not to be considered part-
time employment. For individuals who are
not candidates for degrees, such as those re-
ceiving postdoctoral fellowships, the exclusion
is limited to $300 a month for a maximum
period of 36 months. Moreover, the grant may
be excluded only if the grantor is a tax exempt

‘organization or a Government agency.

The National Institutes of Health has pre-
pared a summary statement on Public Health
Service research fellowships for persons inter-
ested in applying for these fellowships. The
provisions of the Internal Revenue Code of 1954
as they relate to fellowship awards are included
in this summary statement (75). In general,
postdoctoral awards would not be taxable un-
der the new code because the amount of the
awards is below the $300 a month maximum.

Charitable Contributions

The principle of providing an incentive to
taxpayers to contribute to charitable causes has
long been recognized in income-tax law. In
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1952 the maximum allowed deduction for total
charitable contributions was raised from 15 to
20 percent of income. The 1954 revenue code
allows this limit to be exceeded to the extent
that this excess represents contributions to hos-
pitals, educational institutions, or churches.
However, this excess may itself in the aggregate
not exceed 10 percent of adjusted gross income.
In addition, corporations that are limited in
their deductions for charitable contributions to
5 percent of taxable income may carry over to
the succeeding 2 taxable years any contribu-
tions in excess of the 5-percent limit.

In explanation of the changes, the House
Ways and Means Committee reported: “This
amendment by your committee is designed to
aid these institutions in obtaining the addi-
tional funds they need in view of their rising
costs and the relatively low rate of return they
are receiving on endowment funds” (4a).

A number of groups appeared in support of
continued Federal recognition of the role of
voluntary nonprofit health organizations and
education institutions through provision by the
tax deductions of incentives to contribute to
charitable causes.

Child Care Expenses

During the course of consideration by the
House Ways and Means Committee of deduc-
tions for child care, the American Nurses As-
sociation presented its position in support of
allowing working women to deduct the amount
spent for child care for income tax purposes.
In the course of the testimony Julia Thompson,
representing the American Nurses Association,
indicated that approximately 20 percent of the
Nation’s 335,000 active nurses would be im-
mediately affected by this legislation. Miss
Thompson also pointed out that of the 220,000
inactive nurses, approximately 58 percent have
dependents under 18 years of age.

“The American Nurses Association believes
that there are many of these inactive nurses—
highly trained women greatly needed in hos-
pitals and health agencies—who are willing
and able to take nursing jobs but cannot do so
because they will not earn enough to pay for
help to take care of their children while they
work. ... It would seem that the proposed
amendment to the Internal Revenue Code

Vol. 70, No. 8, August 1955

would help relieve the situation by enabling
inactive nurses with children to return to their
profession on an economical basis” (13¢). Dr.
William S. McNary of the American Hospital
Association, in a letter to the chairman of the
committee, also indicated the potential effect
of the income tax change on hospital manpower
resources.

In recognition of the special problems of
expenses for child care a new deduction was
introduced by the 1954 revenue code. A de-
duction up to $600 is allowed for expenses paid
by a werkingwoman or widow for the care of
a dependent child or stepchild under 12 years
of age or for the care of any dependent who
is physically or mentally incapable of caring
for himself. The care must be for the purpose
of enabling the taxpayer to be employed.

The deduction is limited, moreover, in the
case of a working wife. In such cases the de-
duction is allowed only if she files a joint re-
turn with her husband, and the deduction is
reduced by the amount by which the combined
adjusted gross income of both husband and
wife exceeds $4,500, except where the husband
is incapable of self-support because physically
or mentally incapacitated. )

The revenue bill as it passed the House re-
stricted the allowable deduction of working-
women to widows or those with incapacitated
husbands and to expenses for the care of a child
under 10 years of age. Various groups testi-
fied before the Senate Finance Committee on
the need for liberalization of the deduction.
Among those supporting liberalization were
the United Cerebral Palsy Association and
Dr. George G. Deaner of the Institute of Physi-
cal Medicine and Rehabilitation. The Senate
Finance Committee, in reporting out changes
in the House bill which were later voted by
the Senate and accepted by the Conference
Committee, stated: “Your committee’s action
in extending the deduction recognizes that
similar financial problems may be incurred by

~ taxpayers who, if they are to be gainfully em-

ployed, must provide care for physically or
mentally incapacitated dependents other than
their children. Moreover, it is recognized that
in many low-income families, the earnings of
the mother are essential for the maintenance
of minimum living standards, even where the
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father is also employed, and that in such situ-
ations the requirement for providing child care
may be just as pressing as in the case of a
widowed or divorced mother” (16).

Definition Problems Ahead

This brief summary of selected provisions
of the new revenue code suggests the number
and variety of health and medical care ques-
tions on which tax decisions will be required.
Earlier revenue statutes involved determina-
tions of medical care cost items—what types of
expenses are medical care expenses and which
of the expenses fall outside of medical care
costs. The extra personal exemption for the
blind necessitated definitions of blindness.

The new code, however, goes further in the
direction of tax relief for hardship cases in-
volving disability and illness. Many additional
questions of definition are involved. The new
tax deduction provisions for employer-financed
~compensation for injuries or sickness require
differentiation of payments for permanent in-
jury and wage continuation payments for ill-
ness. They also require definition, for example,
of “permanent loss or loss of use of a member
or function of the body,” of “sickness,” of a
period of hospitalization and of continuous
illness. The new deduction for expenses for
care of dependents requires differentiation of
expenses for “drugs and medicine” from other
medical care costs as well as definition of
“drugs and medicine.” The additional deduc-
tion for designated types of charitable contribu-
tions requires definition of a “hospital.” Prob-
lems of definition are currently being explored
by the Internal Revenue Service, and clarifying
regulations are being issued from time to time.
Determinations in application of these defini-
tions to individual cases will be the task of that
administrative agency in the period ahead.

REFERENCES

(1) U. 8. Department of Commerce. Office of Busi-
ness Economics: National income supplement
to the Survey of Current Business. 1954 edi-
tion. Washington, D. C., U. 8. Government
Printing Office, 1954, pp. 210-211.

(2) Klem, M. C., and McKiever, M. F.: Management
and union health and medical programs. Wash-
ington, D. C., U. 8. Government Printing Office,
1953, p. 62.

(3) Guttentag, J. H., Leonard, E. D., and Rodewald,
'W. Y.: Federal income taxation of fringe bene-
fits; A specific proposal. Nat. Tax. J. 6: 250
272, September 1953.

(4) U. S. House of Representatives, Committee on
Ways and Means: Internal Revenue Code of
1954. H. Report 1337. 83d Cong., 2d sess.
‘Washington, D. C., U. 8. Government Printing
Office, 1954, (a) p. 15; (b) p. 25.

(5) U. S. Bureau of Employment Security: Tem-
porary disability insurance; Problems in for-
mulating a program administered by a State
employment security agency. Washington,
D. C., The Bureau, revised 1953, 70 pp.

(6) Voluntary insurance against sickness; 1948-1953
estimates. Soc. Sec. Bull. 17: 3-9, December
1954.

(7) U. S. Senate Committee on Finance: Hearings
... H. R. 800. The Internal Revenue Code
of 1954. Part 1. 83d Cong., 2d sess. Wash-
ington, D. C., U. 8. Government Printing Of-
fice, 1954, p. 127.

(8) U. 8. Treasury Department: Summary of the

’ act to revise the internal revenue laws of the
United States, 1954. Washington, D. C., The
Department, Oct. 1, 1954, 72 pp.

(9) U. S. Senate Committee on Finance : The Revenue
Bill of 1942. S. Report 1631, 77th Cong., 2d
sess. Washington, D. C.,, U. S. Government
Printing Office, 1942, p. 6.

(10) Jensen, J. E.: Rationale of the medical expense
deduction. Nat. Tax J. 7: 274-284, September
1954. -

(11) Jensen, J. E.: Medical expenditures and medical
deduction plans. J. Polit. Econ. 60: 503-524,
December 1952.

(12) Anderson, O. W.: National family survey of med-
ical costs and voluntary health insurance. New
York, N. Y., Health Information Foundation,

1954, p. 25.
(13) U. S. House of Representatives, Committee on
‘Ways and Means: Hearings . . . General reve-

nue revision. Part 1. 83d Cong., 1st sess.
‘Washington, D. C., U. S. Government Printing
Office, 1953, (a) p. 114; (b) p. 22; (¢) p. 51.

(14) Counts, 8., and Stalnaker, J. M.: The cost of at-
tending medical school. J. M. Educ. 29: 20-
25, February 1954.

(15) U. 8. National Institutes of Health: Research
fellowships. Bethesda, Maryland, The Insti-
tutes, 1954.

(16) U. 8. Senate Committee on Finance: Internal
Revenue Code of 1954. S. Report 1635, 83d
Cong., 2d sess. Washington, D. C., U. S. Gov-
ernment Printing Office, 1954, p. 36.

Public Health Reports



